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KEY ECONOMIC INDICATORS 
Millions of U.S. Dollars Unless Otherwise Noted 


1986 1987 1988(est.) 1989(proj. 
Domestic Economy 
Population (thousands) 547.5 553.6 560.0 566.0 
Population growth (%) ivz 21. od 
GNP at Current Market Prices 4,367.6 4,833.1 
GDP at Current Market Prices 4,304.1 4,762.9 
Per capita GDP, current dollars 7,685.9 8,415.0 
Rate of Growth of the Economy 
(GDP % change, in real terms) 4.5 4.0 
Consumer Price Index % change 4.0 4.0 


Production and Employment 
Labor force (1,000s) 


Unemployment (avg. % for year) 
Industrial production Index 
(1980=100) 

Govt. oper. surplus/deficit 
as % of GDP 


Balance of Payments 

Exports (F.0O.B.) 

Imports (F.0O.B.) 

Trade Balance 

Current account balance 
Foreign debt (year end) 

Debt - service paid 

Debt - service ratio as % of 

exports of goods & services 

Foreign exchange reserves (year end) 

Average exchange rate for year 

(One CP=U.S. Dollars) 


U.S. - Cyprus Trade 
U.S. exports to Cyprus (C.I.F.) 67.0 
U.S. imports from Cyprus (C.I.F.) 10.2 
Trade balance 56.8 
U.S. share of Cyprus exports (%) Lee 1.6 
U.S. share of Cyprus imports (3%) 4.5 
U.S. bilateral aid 
Economic 15.0 15.0 


Military 0.0 0.0 
Principal U.S. exports to Cyprus (1987): food and feed grains, office 


machines and automatic data processing equipment, cigarettes & tobacco 
products, road vehicles, optical goods. 


Principal U.S. imports from Cyprus (1987): clothing, galvanized steel tubes 
and pipes, earth pigments, dairy products and miscellaneous food items. 


Sources: Central Bank of Cyprus, GOC Planning Bureau. 





SUMMARY 


The island of Cyprus, located in the northeastern Mediterranean Sea, 
has a total population of about 680,000. It is the third largest 
island in the Mediterranean after Sicily and Sardinia. Since 
mid-1974 there has been a defacto partition of the island. The 
internationally recognized Republic of Cyprus has control over the 
southern approximately 63 percent of the island. In 1983, the 
Turkish Cypriot community in the northern part of the island 
proclaimed an independent "Turkish Republic of Northern Cyprus," 
which has been recognized only by Turkey. This report covers only 
the part of the island controlled by the Government of the Republic 
of Cyprus (GOC), with a population of about 560,000, which is almost 
entirely Greek Cypriot. Note that all percentage changes and 
comparisons throughout this report are based on Cyprus Pound terms, 
to avoid confusion over changing exchange rates. 


The Greek Cypriot economy recorded a very healthy rate of growth of 
7.2 percent in 1987 and ran a $97 million surplus in the current 
account, after running deficits for 20 consecutive years. Favorable 
climatic conditions, rapidly expanding foreign demand for 
manufactured goods, growing tourist arrivals, and greater offshore 
activity were all factors that contributed to this success. Gross 
foreign exchange reserves increased to $1,043 million by the end of 
the year, covering about 10 months of imports. 


Despite the good economic performance achieved during 1987, the 
overall government fiscal deficit widened from $127 million 

(4.1 percent of GDP) to $163 million (4.4 percent of GDP). The 
persistence of deficits in government operations during the past 

15 years presents a pressing problem for the newly elected 
government. The new government is considering a general overhaul of 
the tax system, with the ultimate objective of improving government 
revenues. The GOC will very likely submit a bill for introducing a 
value-added tax by the end of 1988. 


In January 1988, the customs union agreement between Cyprus and the 
European Community (EC) became effective. Over a 10-year 
transitional period, Cyprus and the EC will gradually lift their 
respective trade barriers on 85 percent of their total trade volume. 


Economic activity during 1988 is expected to continue to advance at 
a relatively high pace and to be reflected in high real growth rates 
in all sectors. Provisional figures indicate that the economy grew 
at about 4 percent during the first quarter of 1988. 





CURRENT ECONOMIC SITUATION AND TRENDS 


Economic Growth: The Greek Cypriot economy performed exceedingly 
well in 1987, with a strong revival in foreign demand for Cypriot 
manufactured products and continued dynamic performance in the 
tourism sector. Domestic demand also recorded a significant 
expansion fostered by an acceleration in private consumption. 
Furthermore, plentiful rains during the winter season also helped 
the agricultural sector perform well and contribute to the 
revitalization of the economy. The Gross Domestic Product grew at a 
robust 7.2 percent in 1987, significantly higher than the 

4.1 percent recorded in 1986 and the 4 percent annual growth target 
in the Fifth Emergency Action Plan (1987-91). 


Balance of Payments: Despite the relatively large trade deficit 
($760 million), large invisible earnings during 1987 helped the 
current account record a $97 million surplus, ending a long 
tradition of deficits. Invisible receipts, reflecting the sharp 
growth in tourist revenue, grew by 13.9 percent to $1,421 million, 
after an increase of only 3 percent in 1986. Invisible payments, 
exhibited a growth rate of 10.2 percent, totaling $563 million, 
primarily because of higher payments abroad in the freight and 
insurance, travel, and other goods and services accounts. The main 
component of the invisibles account, the surplus on the travel 
account, grew by 28.6 percent reaching $550 million. 


Net capital inflows during 1987 fell dramatically, totaling 

$32 million, compared with net capital inflows of $158 million in 
1986. The sharp decline in net capital inflows can be traced to the 
drop in net long-term loans, which amounted to net outflows of 

$11 million, compared with net inflows of $120 million in 1986. 


Notwithstanding the large current account surplus and the positive 
net outcome of the capital account, the overall position of the 
balance of payments registered a modest surplus, owing to sizeable 
negative net errors and omissions. The overall balance during 1987, 
therefore, recorded a surplus of $20 million, in comparison with a 


surplus of $127 million in 1986 and a deficit of $29 million in 
1985. 


Foreign Trade: External transactions during 1987 were marked by a 
strong revival of total exports and a larger absolute increase in 
imports. As a result, the trade deficit, on a balance of payments 
basis, rose to $760 million, compared with $690 million in 1986. 


Total exports F.O.B., adjusted for the balance of payments, recorded 
an increase of 16.5 percent in 1987, amounting to $567 million, 
compared with declines of 8.4 percent and 16.9 percent in 1986 and 
1985, respectively. Domestic exports showed a rise of 25.5 percent 





to $462 million, mainly due to the expansion of clothing exports to 
Libya and to the increased demand for both manufactured and 
agricultural products by EC countries. Reexports fell by 

11.7 percent to $104 million, as demand from Lebanon weakened 
notably, while domestic and foreign ship stores exhibited a further 
decline, falling by 3 percent to $53 million. An analysis of the 
rise in export prices, on the basis of export volume and prices, 
suggests that the volume increase in exports was 22.4 percent, while 
export prices rose only by 2.6 percent. The main category of 
exports was industrial products of manufacturing origin, accounting 
for 57.8 percent of receipts from total exports. The largest chunk 
of this category was, once again, clothing exports, making up 

48 percent of the value of manufactured goods exports. The other 
sectors contributed to the value of total exports as follows: raw 
agricultural products (22.5 percent), industrial products of 
agricultural origin (10.9 percent) and minerals and industrial 
products (2.6 percent). On a regional basis, the share of Greek 
Cypriot exports absorbed by the EC steadily increased to 

41 percent of total exports, as against 38.3 percent in 1986. Over 
one half of exports to the EC was absorbed by the United Kingdom. 
Exports to Arab countries (mainly Libya, Lebanon, Saudi Arabia, and 
Egypt), which were once the largest market for Cyprus, accounted for 
35.2 percent of the whole, as against 37.8 percent in 1986. 


Increased activity in the manufacturing sector during 1987 spurred a 
12.5 percent increase in demand for imported intermediate inputs, 
which make up 46.3 percent of all imports. Demand for consumer 
goods (which comprise 21.7 percent of total imports) also surged, 
resulting in an overall rise of 7.9 percent in total imports FOB, 
reaching $1,327 million. Imports of fuel and lubricants 

(12.3 percent of total imports) rose by 5.3 percent and imports of 
transport equipment (excluding aircraft and comprising mainly of 
cars) expanded by 16.1 percent accounting for 10.4 percent of total 
imports. The only category of imports which recorded a small 
decrease was capital goods which declined by 3.5 percent, accounting 
for 9.2 percent of total imports. According to the import volume 
and price indices, imports expanded by 12.8 percent in volume terms 
and showed a drop of 4.3 percent in terms of prices. The EC 
countries remained the chief supplier of imported goods to Cyprus, 
even though their share of total imports dropped from 60.7 percent 
in 1986, to 56.9 percent in 1987. The remaining imports were 
supplied by various other countries, the top three of which were 


Japan (10 percent), the United States (4.5 percent), and Iraq 
(4.4 percent). 


The terms of trade, measured as the ratio of average export prices 
to average import prices, based on 1973=100, registered an 
improvement of 7.2 percent during 1987, reaching 99.5 percent units, 
compared to 92.8 units 1 year earlier. 





Tourism: Tourism has been instrumental in the development of Cyprus 
in recent years, especially since 1986 when the sector established 
itself as the highest foreign exchange earner for the country’s 
economy. In 1987 foreign exchange earnings from tourism rose to 
$645 million, up 21 percent from the previous year. By comparison, 
receipts from the export of goods during the same year only reached 
$575 million. The number of tourists visiting the GOC-controlled 
areas went over the one million mark, reaching 1,066,101, compared 
to 900,727 the year before. Average expenditure per tourist rose 
from $564 in 1986, to $655 in 1987, reflecting the fact that Cyprus 
attracts tourists primarily from middle-to-higher income groups. It 
is estimated that the contribution of tourism to the country’s GNP 
is around 14 percent, which, according to the Cyprus Tourism 
Organization (CTO), is one of the highest shares worldwide. 


The United Kingdom continues to be the island’s biggest tourist 
market, accounting for 29.3 percent of all tourist arrivals. 
Following are Sweden (9.6 percent), Lebanon (9.5 percent), the 
Federal Republic of Germany (7.4 percent), Greece (4.7 percent), and 
Norway (4.4 percent). The average stay of tourists in 1987 was 

14.2 nights, while the proportion of tourists staying in hotels was 
44.2 percent, hotel apartments 28.5 percent, and other types of 
accommodation 27.3 percent. The CTO estimates that more than 

1.2 million tourists will visit Cyprus during 1988, resulting in 
earnings from tourism well in excess of $770 million. 


Fiscal Policy: The Cyprus economy in 1987 was favorably affected by 
an improved external economic environment. However, despite the 
significant rate of economic growth and the spectacular improvement 
in the current account of the balance of payments, developments in 
the government sector were much less favorable. The deficit in 
public sector operations expanded moderately in absolute terms and 
as a proportion to GDP, as expenditure and net lending grew at a 
faster rate than revenue and grants. Moreover, although public 
sector savings during 1987 remained positive, they were much lower 
than those of the preceding year. 


On the revenue side, total revenue and grants advanced by 

6.3 percent to $937 million, compared with an increase of 

9.3 percent in 1986. This deceleration is attributed to the 
slowdown in the rate of growth of receipts from indirect taxation 
and non-tax revenue and to the decline in revenue from foreign 
grants. The slowdown in the rate of growth of revenue and grants is 
also reflected in the decline of their proportion to GDP from 

26.4 percent in 1986 to 25.3 percent in 1987. 


Furthermore, with the deceleration in revenue growth, total 
expenditure and net lending expanded at a rate of 8 percent to 
$1,100 million, as against a higher increase of 9.4 percent in the 


preceding year. Accordingly, the proportion of expenditure to GDP 
declined from 30.5 percent in 1986 to 29.5 percent in 1987. 





Analytically, expenditure on goods and services, which mainly 
include wages and salaries, as a proportion of total outlays 
increased by 0.9 percentage points and accounted for 46.2 percent of 
total spending. Moreover, interest payments accounted for a further 
13.1 percent of total spending compared with 11.8 percent the year 
before, while social security funds payments declined to 

14.8 percent of total spending from 15 percent in 1986. 


As a result of the above developments, the deficit in the public 
sector operation expanded from $127 million in 1986 to $163 million 
in the year under review. As a proportion to GDP, the deficit 
increased substantially to 4.4 percent as against 4.1 percent in 
1986. 


In contrast to the situation in 1986, when borrowing for the 
financing of the budget deficit was almost exclusively from foreign 
sources, the largest part of the financing during 1987 was met from 
domestic borrowing. Net domestic borrowing (sales of Savings 
Certificates and Stock and new issues of Development Stock and 
Treasury Bills) increased by $161 million, compared to the 

$30 million decline in 1986. The contribution of foreign borrowing 
to the financing of the budget deficit was negative during 1987 as 
loan repayments surpassed loan receipts. More specifically, net 
foreign borrowing declined to -$0.8 million compared with 

$155 million in 1986. 


Foreign debt recorded a slight increase of 2 percent, in Cyprus 
pound terms, to about $1,350 million, due to the expansion in local 


liabilities. However, external debt as a percentage of GDP fell 
from 40 percent in 1986 to 36 percent of GDP, which compares 
favorably with the average for developing countries. The foreign 
debt service ratio, defined as the ratio of public and publicly 
guaranteed foreign debt service payments to exports of goods and 
services, was only marginally higher in 1987 at 13 percent, despite 
the substantial increase in service payments observed in 1987. 


Monetary Policy: The broad objective of monetary and credit policy 
of the Central Bank for 1987 remained the same as in previous years: 
namely, the promotion of conditions of monetary stability. The 
specific targets of monetary and credit policy for 1987 were set on 
the basis of an expected growth rate for real GDP of about 

3 percent. These targets were an increase of $125 million or 

6.8 percent in the case of bank lending to the private sector and an 
increase of $173 million or 7.6 percent in the case of total 
liquidity. It was estimated that these targets could be achieved 
without any change in the minimum liquidity requirement which 
remained at 35 percent on average. 





As it turned out, credit to the private sector increased by 

$223 million or 12.2 percent, while total liquidity (M2) increased 
by almost $300 million or 13.1 percent. Primary liquidity (M1) 
increased by $65 million or by 11.2 percent, while secondary 
liquidity or quasi-money increased by $233 million or 13.7 percent, 
reflecting an increase in the savings ratio of the economy. 


Even though it appears that the Central Bank’s specific targets for 
1987 were not fulfilled, the broader objectives of monetary 
stability were achieved since there were neither any serious 
inflationary pressures, nor was there a deterioration in the current 
account balance. Quite to the contrary, the current account 
registered a substantial improvement while the small increase in 
inflation was largely of an imported nature. Furthermore, the 
accelerated real GDP growth of 7.2 percent, which exceeded every 
expectation, created much greater liquidity needs than was initially 
anticipated. These needs were satisfied directly by inflows of 
foreign exchange, which originated from private external 
transactions, and indirectly through the enhanced lending ability of 
commercial banks. However, even though to a large extent the 
increase in the total money stock was necessary for financing a 
buoyant economy, some part of the increase in liquidity could have 
been avoided had the public sector been able to contain its 
borrowing requirement. 


Investment: After 2 consecutive years of poor performance, real 
gross investment showed sign of recovery. Underlying this recovery 
was an upturn in fixed investment, while stock formation 
decelerated. More analytically, gross capital formation increased 
by 1.7 percent in real terms compared with a decline of 10.4 percent 
a year earlier, without adjusting for the aircraft purchase made in 
1985. Perhaps more importantly, real gross fixed capital formation 
increased by 3.3 percent, compared with a decline of 7.1 percent a 
year earlier. On the other hand, inventory accumulation, exhibited 
counter-cyclical behavior, as would normally be expected, declining 
by 17.4 percent. The recovery in fixed investment is largely 
attributable to the buoyancy of public sector investment projects, 
which in 1987 included continuation of work on the Southern Conveyor 
Project and purchases of new machinery by the Electricity Authority 
of Cyprus, as well as to the recovery of manufactured products. 


Relations with the European Community (EC): An agreement providing 
for the gradual transition to a customs union with the Community was 
signed in October 1987 and came into effect on January 1, 1988. The 
transition to the customs union will take place in two stages, 
spanning a total of 15 years. During the first stage (1988-97), 
there will be a gradual elimination of the tariff and quantitative 
restrictions on most agricultural and manufactured products traded 





between Cyprus and the EC. The second stage, which will have a 

4- to 5-year duration, aims at facilitating further the free flow of 
goods, by eliminating the rules of origin requirements. This second 
stage will not necessarily begin immediately after the end of the 
first stage. Details of the timing of this stage and of the exact 


scope of the rules of origin question are yet to be worked out 
between the two parties. 


IMPLICATIONS FOR THE UNITED STATES 


Political Stability: The island has been effectively divided since 
the invasion by Turkish troops in northern Cyprus in 1974. The 
Turkish Cypriots declared the northern third of the island an 
independent state in 1983, and there has been virtually no contact 
between the two communities since that time. Despite serious 
differences dividing the two communities, and the continued presence 
of Turkish army troops in the north, both sides profess an interest 
in reaching a negotiated settlement to unify the island under a 
common government, and efforts to this end continue under U.N. 
auspices. In the meantime, there is no commerce between the two 
portions of the island, and the Turkish Cypriots maintain separate 
customs, sea ports, and airports beyond the control of the 
Government of the Republic of Cyprus. 


Labor Market, Rates of Pay: Registered unemployment followed a 
downward trend in 1987, reflecting the increased level of economic 
activity. In terms of the economically active population, 
unemployment fell from 3.7 percent in 1986 to 3.4 percent in 1987. 
The average number of registered unemployed for 1987 fell by 

487 persons to 8,709 -- a drop of 5 percent compared to 1986. The 
downward tendency was noticeably stronger towards the end of the 
year, with the seasonally adjusted figure hitting a high of 

10,111 in March 1987 and a low of 7,761 in September 1987. The 
increased demand for labor is also reflected in the rise observed in 
vacancies outstanding at the District Labour Offices, which peaked 
in the last 3 months of 1987. The economic sectors with the largest 
shares of unemployment are trade, hotel and restaurant 

(24 percent), manufacturing (15 percent), construction (15 percent), 
and services (14 percent). 


Unions in Cyprus are very strong, representing over 80 percent of 
the working force. Union workers covered under collective 
agreements get a yearly pay raise based on their seniority (set 
through collective bargaining by keying to the economy-wide 
productivity rise during the past year) plus a semiannual 
cost-of-living allowance (COLA) salary adjustment. Although still 
rather minimal, strikes have become more common in Cyprus during the 





last 2 years. Strikes in the banking, clothing, and canning sectors 
occurred in the early part of 1987. More recently, Cyprus Airways 
and Electricity Authority employees, Limassol and Larnaca port 
workers, asbestos mine workers and hospital kitchen staff have taken 
some strike actions. None of these incidents was serious enough, 
however, to significantly effect the economy. 


The acceleration of inflation and the consequent increase in the 
cost of living allowance, in combination with the renewal of several 
collective agreements, in both the private and public sector, 
resulted in an acceleration of nominal rates of pay in 1987. The 
average rate of pay of wage- and salary-earners increased by 

7.2 percent in nominal terms, in comparison with the lower rate of 
5.4 percent recorded in 1986. In real terms (nominal rate deflated 
by the rate of inflation), however, the observed acceleration was 
only minor as the real average rate increased by 4.3 percent in 
1987, in comparison to an expansion of 4.2 percent recorded in 
1986. Comparing real rates of pay with the productivity increase, 
it appears that the increase in real rates of pay exceeded the 
increase in productivity only moderately. 


Investment Climate: Investments in Cyprus by nonresidents require 
prior approval by the Central Bank. There are no restrictions on 
the repatriation of profits or capital for approved foreign 
investments. Applications for approval of investment in an 


industrial or other project in Cyprus by nonresidents can be 
obtained through: 


The Governor, 

Central Bank of Cyprus, 
36 Metochiou Str., 
P.O.Box 5529, 

Nicosia, Cyprus 


Cyprus has concluded a number of tax treaties with various countries 
aimed at avoiding double taxation of income. A tax treaty between 
Cyprus and the United States came into effect on January 1, 1986. 

The Government of Cyprus hopes that this will encourage investment 
by U.S. firms, particularly as a base for Foreign Sales Corporations. 


Free Zone: As an incentive to investment in the slowly developing 
Larnaca Free Zone, the 1984 income tax law provides that each 
foreign shareholder of companies locating there will, for 10 years, 
pay tax at (a) the Cypriot tax rate applicable to the company’s 
profit or (b) the Cypriot tax rate applicable to the shareholder’s 
dividend, whichever rate is lower. Expatriate employees of Free 
Zone companies will pay tax at half the normal Cypriot rate, e.g., 
be taxed 30 percent instead of 60 percent on incomes over 

$18,000 per year. At present, infrastructure for the Larnaca Free 


Zone is in place, five factories are operating and two are under 
construction. 





General economy-wide tax incentives, such as those offered to firms 
introducing new industries into Cyprus, also apply to free-zone 
firms. 


Export Opportunities: The downward trend in recent years of U.S. 
exports to Cyprus has been reversed during the past 2 years. 
American exports to Cyprus rose to $67 million in 1987, up from 

$53 million in 1986. The mix of American products exported to 
Cyprus also underwent some significant changes during 1987. Whereas 
in 1986 cigarettes and tobacco products was the primary export 
category at $17 million, in 1987 the same category only amounted to 
$6 million. The difference was more than made up by increased 
exports of food and feed grains ($20 million, as against $11 million 
in 1986), office machines and automatic data processing equipment 
($6 million), and road vehicles ($4 million). 


Major Projects: The 1988 budget of the Electricity Authority of 
Cyprus provides for the following projects: 


--construction of a coal-fired power station in Vassiliko (costing 
about CP86 million) ; 

--expansion of the new Dhekelia power station by installing two more 
60 MW units (costing about CP14.5 million); and, 

--improvement of the performance of the Moni power station for a 
total cost of CP75,000 


A bill that was recently approved by the House of Representatives 
allows private companies to sell and install telecommunications 
equipment. This effectively removes the monopoly power that the 
Cyprus Telecommunications Authority enjoyed in the past. 


In addition, the GOC is considering offering a second television 
channel for Cyprus. There are three possible alternatives that the 
Goc is looking at: 


--licensing a private television station and breaking the 
long-standing state-monopoly in this area; 

--hooking up with Greek television; and, 

--installing a cable systen. 


Depending on which of the three is selected, American companies 
could have an opportunity to supply the necessary equipment. 


Cyprus as an Offshore Business Center: The contribution of offshore 
activity to the economy expanded substantially since 1975 when the 
GOC introduced legislation to encourage nonresident aliens to 
register companies in Cyprus in order to carry out offshore 
operations. The advantageous geographical location of Cyprus; its 
comprehensive network of telecommunications; the availability of 
suitably qualified personnel; and the high standard of legal, 
banking and professional services -- combined with the tax 
incentives described under Investment Climate above, all 


- ll - 





contributed to the growth in the number of offshore enterprises 
registered in Cyprus. During 1987, 452 permits were issued by the 
Central Bank, so that by the end of the year offshore companies 
totaled 4,547, with about 700 of these entities maintaining fully 
operational administrative offices in Cyprus. 


The GOC and the Central Bank have also recently encouraged tie 
establishment of offshore banking units. The first offshore banking 
license was issued in January 1982, and by the end of 1987 15 such 
licenses had been issued, including two approved in 1987. Offshore 
banking units are expected to operate as fully staffed enterprises 
and not merely as brass plate operations. It is estimated that 
during 1987 total foreign exchange earnings from offshore activities 
amounted to $83 million, compared to $64 million during 1986. 


Currently there are about 30 American companies operating in Cyprus 
on an offshore basis. Most of these are small, family-run 
businesses, although a few large American firms have their Middle 
East regional offices in Cyprus. The GOC Registrar of Companies 
estimates that about 80 more U.S. firms operate offshore business 
from post office boxes in Cyprus. Apart from the business 
advantages mentioned above, the island offers amenities that lure 
over a million tourists yearly, a relatively low cost of living and 
a very low crime rate. Day-to-day communication is eased by the 
fact that most Cypriots engaged in business speak English. Finally, 
basing a U.S. family with children here is facilitated by the fact 
that there are several English language schools, from the primary 
level through high school. 








